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the LEC Price Cap Order. A :EC :tat ~as not able to achieve

higher productivity growth :~a~ :te Commission's standard wou:d

need a LFA in each year to achieve ~~e 10,25% lower adjustment

level. after the LFA was reversed each year. Thus, Bell

Atlantic inadvertently shows in tr.:s chart that if the

Commission did not allow add-back. :t would impose a higher

productivity standard on underearr.lng LECs than it adopted in

the LEC Price Cap Order.

Bell Atlantic includes different productivity changes

in chart 1-4 to produce the same ~derlyinq rates of return as

in chart 1-3, before add-back. By includinq arbitrary and

unjustified productivity changes from year to year, 8ell

Atlantic makes it impossible to compare the results solely due

to add-back vs. not adding back. This chart also implies a

higher productivity standard because, after add-back, the LFAs

in years 2, 3/ 4, and 5 are lower than in year 1. Moreover,

8ell Atlantic's methodology makes :.t appear that the sharing

and LFA amounts are all attributable to year 1 when, in fact.

they reflect the cumulative effect of LFA amounts for each

year.

In charts 2-1 and 2-2. Bell Atlantic omits the

productivity chanqes, but it miscalculates the year 3, 4 and 5

revenues. Bell Atlantic reverses the year 2 LFA twice in year

3, which should show the same revenues as in year 2 plus half

the LFA amount for underearnings in year 2. These errors

affect the calculation of LFA amounts for all years'after y•• r

2. Chart 2-2, because of these errors, incorrectly showl th.~.

even with add-back, the LEC earns less than the 10.25\ mini~um



rate of return. However, as the::mlInission demonstrated ::1 :he

NPRM, add-bacK should allow an underearning LEC to earn up te.

but not more than, the lower adjus:~ent amount of 10.25\ when

all other factors are held constant

Ameritech disputes the Commission's observation that

the failure to include add-back creates a "see-saw" effect on

earnings by presenting charts that allegedly show that, without

add-back, the rate of return "stabilizes naturally. ,,10 The

flaw in Ameritech's reasoning is that the rate cf return

"stabilizes" too high. Based on a 14.25\ rate of return, aLEC

should earn 13.25\ after sharing 50\ of revenues between 12.25\

and 14.25\. Ameritech's exhibit shows that, without add-back,

the LEC's rate of return stays well above 13.25\ in years 3

through 6. The rate of return "stabilizes" (that is, the

see-saw effect becomes less pronounced over time) only because

sharing is limited to 50\ of a LEe's overearnings. This was

shown in the graph attached to the NTCs' initial comments in

this docket. For a LEC earning below the lower adjustment

level, the "see-saw" effect continues at the same magnitude

because the LFA is based on 100\ of the LEC's underearnings.

Ameritech also argues that add-back "pushes" aLEC

into the sharing zone in subsequent years even if it only

overearned in the first y~ar.11 In Ameritech's example, a

LEe earns over 12.25 percent in the first year but not more

than 12.25\ in the second and subsequent years, without

10

11

Ameritech at p. 5 and Exhibit 1,

Ameritech at p. 6.
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add-back. With add-back, ~~er::ec~ shows that ~he shar:hg

amount caused by year 1 throws :he ~EC into sharing for years 2

and 3. What Ameritech ignores is ~~at the sharing obligation

in year 2 would be reversed in year 3. If the LEC earned

12.25\ in year 2 with sharing, bu~ ~ithout add-back, i~ would

earn in excess of 12.25\ in year ~hree after the sharing

reversal. Therefore, the see-saw effect would occur, and the

LEC would share the proper amount only every other year.

Add-back is the only way to properly calculate the LEC's

sharing obligation each year.

US West argues that add-back causes a LEC's calculated

rate of return to rise each year even when its underlying

operational results do not change 12 However, its analysis

conveniently assumes that the LEC s API is 10' below its PCI,

so that the LEC does not have to change its rates despite the

sharing adjustment to the pcr, Slnce sharing has no effect on

actual revenues in US West's example it is impossible to

evaluate the effect of add-back. If the LEC's API were equal

to its PCI, its rate of return after add-back would be the same

each year. That is, if the LEC earned 14.25' in the first

year, its normalized earnings would be 14.25' in the second

year, after add-back of sharing revenues. This would produce

the same sharing amount in the third year. The LEe's

underlying rate of return would remain at 14.25', and its

actual or booked rate of return would be 13.25', after sharing,

each year after the base year, Thus, add-back does"not inflate

12 US West at p. 8.



either the LEC s underlying ra~e cf return or its reported :a:e

of return -- it simply ensures :~a: ~he rate of return for

purposes of computing a sharing :c~:~ation is not artificially

reduced by the amount of sharing :~om the previous year.

Finally, MCI objects that add-back (that is, removal)

of LFA revenues permanently excludes LFA revenues from aLEC's

rate of return calculations,13 MC: ~otes that if LFA

revenues due to underearnings in year 1 are removed from the

rate of return calculation in year 2 throuqh a~d-back, the

revenues for both years are below actual billed revenues.

However, this does not in any way undermine the earninqs

backstop mechanism. In effect, LFA revenues under add-back in

year 2 are treated as having been 'earned" in year 1. It only

appears that total billed revenues are not included in the rate

of return reports because the LEC does not retroactively change

its rate of return for year 1. If the revenues that were

removed from year 2 were included in year I, the LEC's earnings

for both years would be at the lower adjustment mark of

10.25\. This shows that add-back allows the LEC to recover

underearninqs in the preVious year and no more. The LFA

revenues must be removed from the rate of return report for

year 2 to properly calculate the LFA needed for year three to

maintain the 10.25\ rate of return after reversal of the year 2

LEA. Without add-back, the LEC's rate of return would be below

10.25\ for the entire period.

13 MeI at pp. 8-9 and Table 1.



Thus, none of these ana_yses does anything to

undermine the Commission's de~o~s~~a:ion of the need to

normalize earnings by adding jac~ sharing and LFAs,

I I I, LOWER FORMULA ADJUSTMENT REVENUES MUST BE REMOVED FROM
EARNINGS TO COMPLY WITH THE PRICE CAP MINIMUM RATE OF
RETURN

MCI supports add-back of sharing amounts but not of

LFAs. MCl cannot have it both ~ays, Add-back performs the

same function whether it is applied to sharinq"or LEAs -- it

normalizes a LEC's rate of return for purposes of computing the

sharing obligation or LFA amount for the next period.

MCI complains that removal of LFA revenues excludes

revenues actually billed to customers. 14 Add-back of sharing

could be criticized on the same basls, because it includes

revenues that ~ere not billed tc customers during the current

reporting period. In both cases, add-back simply removes the

effect of additional revenues (in the case of an LFA), or of

revenues that ~ere not collected (in the case of sharing) in

the current period due to events that occurred during the prior

period.

MCI maintains that, under the previous rate of return

regulation, the Commission never allowed the LECs to exclude

revenues for purposes of computlng their earnings. 1S This is

incorrect. Under the rule that ':he LECs must report "earned"

revenues during a reporting period, the LECs have always

..

14

15

MCI at p. 6.

MCI at p. 11.



excluded revenues from backbillinq (revenues collected in :~e

current period for services that Nere provided in a previous

period) from their repor~ed earni~gs under both the rate of

return and price cap systems. LFAs are similar to backbilling

because they are "earned" in the 9revious period when the LEe

underearned, and because they do ~ot reflect the revenues that

the LEC would otherwise have collected during the reporting

period.

Mcr also argues that the LECs never normalized rate

increases under the rate of return rUle,16 This is true only

because there were no out-of-period rate increases under the

previous automatic refund rule, which had no mechanism for

correcting underearnings in a previous period. Had the

automatic refund rule included a mechanism for rate increases

due to earnings in previous periods, the LECs would have been

required to report "earned" revenues by excluding those

revenues from the period in which they were received. This is

similar to the treatment of refunds. Whether refunds are made

through credits paid directly to specific customers or through

prospective rate reductions, the LECs must normalize their

revenues in the same manner by adding-back the refunds to their

16 rd. MeI points out that the LECs did not normalize rate
increases due to midcourse corrections under the rate of
return regime. However, midcourse correction. were not
out of period events. Those rate increa.e. occurred
during the reporting period to re-target earnirtgs to the
authorized rate of return during the remainder of the
reporting period. Because they were not de.igned to
recover underearnings that occurred during previous
reporting periods, there was no need to normalize the
revenues from those rate charges.



rate of return reports.

. -...

For the same reasons, it is . .
:~:-e.:evan:

whether a LEC receives out of per:~~ revenues in the form of

backbilling or an LFA rate increase -- the LEC must still

exclude those revenues from its ear~ings to report earned

revenues for the current reporting period.

Mcr also criticizes add-back when applied to LFA

because it "guarantees" that a LEe will earn at the lower

adjustment mark of 10.25\.17 MCr argues that the Commission

did not establish 10.25% as the minimum rate of' return for

price cap LECs. 18 It notes thatmder the previous rate of

return regime, the LECs were required to refund overearnings

but were not allowed to raise prices for underearnings. This

is true, and it is also why the automatic refund mechanism was

overturned in AT&T v. FCC. 19 The court found that a system

that automatically refunded overear~ings but provided no relief

for underearnings would, over time, drive a carrier's return

below the minimum level that the Commission had determined was

necessary for the carrier to stay in business. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17

18

19

MCl at pp. 12-14. MCl does not object to the fact that
add-back "guarantees" that a LEe in the sharing mode wlll
not earn more than the maximum of 14.25'. While Mcr's
self-interest in policies that will reduce rates is
understandable, the Commission must adopt a co~sistent

approach to add-back for both sharing and LFAs:

MCl at pp. 10-12.

American Tel. & Tel. Co. v. FCC, 836 F.2d 1386 (D.C. Clr
1988).



along with a mechanism -- the :FA -- to provide relief for a

carrier that earned below t~e lower :imit.

The Commission adopted t~e :ower adjustment mark based

on its unequivocal finding that a ~EC earning less than 10.25%

over an extended period of time wC/'.lld be unable to maintain

service. 20 By setting the lower :imit 100 basis points below

the authorized rate of return of 11 25%, the Commission gave

underearning LECs an incentive to improve their productivity,

without setting the lower limit so low as to endanger their

ability to remain in business. 21 MCI's issue is not with the

NPRM, which does nothing more than ensure that the LFA is

properly computed to bring earnings up to 10.25', but with the

price cap system that the Commission adopted in 1990. These

arguments are irrelevant to the NPRM, and MCI should reserve

them for the Commission's upcominq review of the price cap

system.

The NPRM demonstrates that if LFA revenues are not

removed, an underearning LEC may earn at 10.25' in some years,

but that the "see-saw" effect would ensure that the LEC would

underearn over an extended period. Thus, a failure to exclude

20

21

See LEe Price Cap Order at para. 148.

LEC Price Cap Order at paras. 164-65. Thus, Bell Atlantic
misses the point when it quotes the LEC Price Cap Order to
argue that the Commission rejected the notion that the
price cap system should guarantee the LECs that they will
achieve earnings at the full rate of return. Se. Bell
Atlantic at p. 3. The "full" level of the prescribed rate
of return is 11.25'. The backstop mechanism that the
Commission adopted only increases LEC earnings up to
10.25', in order to retain an incentive for increased
efficiency.
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LFA revenues would clearly be incc~s:stent with the

Commission's price cap backsto~ mec~a~ism for low earnings.

IV, SHARING DOES NOT HAVE TO BE EQUATED WITH REFUNDS TO
JUSTIFY ADD-BACK

Some of the commenters oppose add-back on the grounds

that the Commission is attempting ~o turn the price cap sharing

mechanism into a rate of return refund mechanism. 22 They

argue that refunds are backward-looking attempt~ to correct

past overearnings, while the price cap backstop mechanism is a

forward-looking effort to re-target earnings. 23 Some even

argue that add-back is prohibited because it constitutes

retroactive ratemaking. 24 These arguments miss the pOint.

Regardless of whether sharing is a refund mechanism or not,

normalization of a LEC's rate of ~eturn is necessary to

properly implement the policies that the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharing and LEAs are

quite clear. Sharing and LFA amounts are calculated based on

22 See, !.:jh, GTE at p. 5.

See, ~' MCI at pp. 18-19

See, ~' GTE at p. 5; Ameritech at pp. 2-3. Ameritech
misquotes the Commission's Price Cap aeconsideration Order
by making it appear that the Commission decided that
"Sharing is intended as a means of sharing prospective
productivity gains, and not a refund mechanism."
Ameritech at p. 3. The language it quot•• i. i summary of
the comments of BellSouth in that proceeding, and it is
not a finding by the Commission. i!! Policy and Rules
Concerning Rates for Dominant Carrier., CC Docket No.
87-313, Order on Reconsideration, FCC 91-115, released
April 17, 1991, p. 50 n. 148



the base year, i.e., past period. ~ate of return. The sharl~g

and LFA adjustments that are calcu:ated in this manner are ma~e

to the future period rates as a ene-time adjustment. Thus,

these adjustments are not designed to target future rates to a

particular rate of return; they are always calculated with

regard to past period earnings. -. is too late in the game for

a party to oppose this process or ~o characterize it as

retroactive ratemaking, since the period for petitions for

reconsideration of the price cap policies has long passed. The

only issue at this point is whether add-back is necessary to

carry out those policies. The NPRM clearly demonstrates that

it is. Without add-back, a LEC's rate of return does not

reflect its underlying financial results, and it is impossible

to enforce the earnings limitations of 10.25\ on the low end

and 14.25\ on the high end.

V. THE NPRM CLARIFIES, RATHER THAN MODIFIES, THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

BellSouth disputes the Commission's characterization

of the NPRM as a clarification of the requirements of the price

cap rules, rather than as a rule change, and it argues that the

Commission cannot apply a rule change retroactively.25

25 See, ~, BellSouth at pp. 3-9. §!! also AT&T at p. 6.
BellSouth also cites the NPRM for the proposition that
ratepayers would be harmed by retroactive application of
add-back becau~e it would increase rate. by $20 million.
BellSouth at p. 8. This is incorrect. SellSQuth cites
the Commission's calculations of the 1992 .haring and LFA
amounts, which do not represent the impact of add-back on
1993 sharing levels, which are affected by the LECs'
underlying 1993 rates of return. The NrC. calculate that
add-back would reduce nationwide acce•• rate. by over $20
million if applied to 1993 rates.



BellSouth rests its case entirely ::::r: ':he technicalities of the

Form 492A report, and it does :1.0: :-ef.lte the Commissior. s

findings that (1) the existing ru~es 91ace the burden on the

LECs to calculate sharing amounts :r: accordance with the

Commission's sharing mechanism; and (2) the only way to

properly calculate a LEC's sharing obligation is to add back

the effects of sharing or LFAs for previous periods. Nor does

BellSouth dispute the fact that the Commission retained the

Form 492 requirement that LECs report earned (i'.e., normalized)

revenues. These requirements, wh1ch predate the NPRM,

effectively refute BellSouth's argument that the NPRM proposes

a retroactive rule change. Clearly, the NPRM merely clarifies

the requirements of the Commission s price cap rules, and the

principles described in the NPRM apply with full force to the

issues in the pending investigation of the 1993 Annual Access

Tariffs.

BellSouth is wrong in its analysis of how the revised

Form 492 requires the LECs to report their rates of return.

BellSouth notes that the previous Form 492 report contained a

line 6 to itemize refunds in the base period, and that it

required the LEC to subtract this amount from the operating

income on line 3 to produce a "net return" on line 7. In the

revised Form .92A, the Commission retained a line for

FCC-ordered refunds (line 7) and it added a line for sharing

and LFA amounts (line 6), but it did not retain a final lin.

that would have required the LECs to add-back the sharing/LEA

amount or the FCC-ordered refund amount to produce a "net



return" similar ':0 the previous l:;1e 7.
26 According to

BellSouth, this "makes it clear t:-.at add-back' forms no par':

of the rate of return calculations ~nder the LEC price cap

orders or rUles.,,27 This argument proves too much. If the

absence of a final line requiring the LECs to add-back

sharing/LFA amounts on line 6 were dispositive, then the same

would be true of the FCC-ordered refunds on line 7. Yet, even

Ameritech admits that the LECs must normalize their revenues on

line 1 by adding-back the FCC-ordered refunds on'line 7. 28

Thus, the fact that these items are broken out on lines 6 and 7

does not mean that the Commission changed its rules on

out-of-period adjustments. To the extent that sharing/LFA

amounts, FCC-ordered refunds, backbillings, and credits for

overbillings are calculated and applied with reference to past

periods, the effect of these items must be excluded from

"booked" revenues to show "earned" revenues on line 1. The

fact that the Commission modified the Form 492 to eliminate

separate calculations of the effect of refunds does not mean

that the Commission amended its normalization rule sub silentio.

Thus, the rule has always been that the LEes must

normalize their revenues for all out-of-period events,

including Iharing/LFA revenues. In addition, normalization

through add-back is implicit in the rules on the backstop

26

27

28

See BellSouth at pp. 5-6.

Id.

See Ameritech at p. 3.
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sharing and LFA mechanism. ~o ccmrnenter has provided any

evidence to the contrary.

VI. THE NYNEX TELEPHONE COMPANIES AGREE THAT THE COMMISSION
SHOULD ENHANCE THE INCENTIVES FOR THE LECs TO BECOME MORE
EFFICIENT BY ELIMINATING SHARING IN ITS REVIEW OF THE
PRICE CAP RULES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

their potential earnings. 29 We agree. However.,. that is

because add-back enforces the 14.25\ upper limit on earnings

that the Commission adopted in the LEC Price Cap Order. Such a

limit dampens the incentive of the ~ECs to take risks when

investing in the domestic network infrastructure because their

potential gains are limited. The price cap system already

protects ratepayers through the caps on price increases. There

is no need to engraft further "protections" by placing an

inflexible ceiling on the earnings that the LECs can achieve by

investing in the telecommunications network.

The way to encourage innovation and risk-taking is not

to re-interpret the Commission's existing rules on the backstop

mechanism by deciding that normalization never existed.

Rather, the Commission should amend its price cap rules to

eliminate sharing, which makes the issue of how to calculate

rates of return moot. For this reason, the NTCs support the

commenters that urge the Commission to eliminate sharing in the

upcoming review of the price cap rules. 30

29

30

See, ~, Pacific Companies at pp. 2-4; USTA at pp. 2-5.

See id.



VII. CONCLUSION

For the foregoing =easo~s, :he Commission should adopt

its proposed rule to clarify that the LECs should add-back the

effects of sharing and LFAs in calculating their rates of

return for the backstop earnings ~echanism.

Respectfully submitted,

New York Telephone Company
and

New England Telephone and
Telegraph Company

By:~tJJ!12
d ard R. Wholl

Joseph Di Bella

120 Bloomingdale Road
White Plains, NY 10605
91-'/6-'-'-5637

Their Attorneys

Dated: September 1, 1993
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By the Commission:

1. INTRODL'C'I"ION AND SUMMARY
1. Under the Commission's price cap plan. a loea! ex

chanp carrier's lLEC's> interstate rate of return In one
year can be tftC bMlS for Idju.sunentS to Ihat carrier's price
cap inuexes in Ihe followin. year. This rate of return
"backstop" is intended to tailor the plan to the circum
~tances of in4ividuaJ LEu. wllite assurinc that cwtomers
,hare In productivity pins. In order 10 preser..-e Ihe effi
ciency incentives of price caps. this IdJustmelll to Ihe
Indexes applies only to Ihe next year's aUo~1e rates. and
only if the LEC's rale of mum faUs oumde a broad ranF
arouna Ihe rate of murn used to ~n LEe price caps.
ll.15 percen!. The LEC pnerally bqins to share half of its
earnlnp with customers Dellnnln. at a 1!.2S percent rate
of return: all urnlnp above 16.15 percent are returned to
customers Ihrouch IhlS adjuamenl. Similarly. at the low
end. if the LEC"s earnlnp fall below 10.25 percent. an
I.1pward adjustment In lhe price cap indues is permuted in

'n,. follo,w1ne year
1. LEC pnce ~p rate took effect on JanuarY 1. 1~1.

and Ihe first appll~lIon of this shariftl and 10~ adJust
menl mechanISm occurred in the annua' 1992 access tariff
fillnp. whiCh were filed in April \Qq1 and tOOk effect on
July 1. 19QZ. LECs wuh rates of return abOve 1!.2S percent
uurtnC Iqq I lowered their price ~p Indexes tJy a total of
$16.8 million to share earnlnp. LECs with rates of return
helow 10.15 percent Increased thelf Indexes tJy a lotal of
5%.6 million

I 4m.ndm.nl of Pan 6'. Inl,"cal. ~It of Return Prncrip
lion: Procedures and ....Ihodoloaln 10 Escablish R.porunl Re·
qUlr,m.nu. CC Dock.1 No. /M)-l.!7. I FCC Rcd ·~'2. ~50·"-:

~l_l,

• Id.. al QfllI-GfJ l. A"!'India C.

} Ir the annual I Q03 access tariff filln2S. an ,ssue ~a:,

,,":~en as ;0 how SUCh Snann! and lo .... er en~ aUJU~[mentS ro
~rte ::",ce cap Indexes snouId be reflected In'lne rate or
return I.1sed [0 delermlne shanng and lower formula au,IUS['
r"'lenl5 In Ihe follOWing year, Some pnce ..:ap LEe) :'la\e
proposed [hal che rale of return used 10 ,ompute cnlS \lear :;
bacKstOp adJuslments should Include Ihe effects or lasl
:wear 5 bacKstop ~djwtment. ThIS approach would reuuce
5nan ng amounts this year for LEes who were subject 10

snanng last year. However .. unaer rate of relur,n regulallon
we have reqUIred LECs to "add-back" an adjustment ior
rate of return-based refunds from pnor penods. "Add·
back" would also Increase Ihe lower end adjustment. and
[hUS permit higher rates. for LECs who received Ina[ ad
Juslment last year.

J Our reView of Ihe LEC price cap plan. and che rules
and orders lmplementine it. Indicates 10 I.1S Ihat the
amounts of the backstop adjwtmentS should probably not
be Included wnen computine the rates of relurn used to
determine sh.rine and \eWer end adjustments In Ihe fol·
lowlnl yur. As we discws below. we believe Ihat "add
back" IS more conslStent with the price cap plan as It was
adOpted. However. we rec:opize lhat this Issue was neither
expressly discussed in tne LEC price cap orders nor clearly
addressed in our Rules. "Add-beck" allio poses Implementa
tion ISSUes that it may be wefuL co au and resolve now Ihat
[he first lariffs raisin, this issue are before us. Accordincly.
we are esrablishift' this dockec to seek comment on Ihe
tenlillve conclusion discussed below. and on proposed rule
chanps. 10 incorporace "add-baCk" clearly into tlte LEe
pnce cap rules.

U. DISCL"SSJON

.\. Add-BKk In Rate of R.um R.......
5. Under race of return rqu.Wrton. LECs refund

overearnlnp above th. presc:ribed maximum allowable rate
of return. whetlter throuCh direcc payments to cUSlomers.
rale reductions in I subsel:!uent lariff filinl period. or dam
aps awarded after complaintS. Because Ihe rate of return
prescnptlon applies to a LEC"s performance and rates
wuhln a specific monllonn. period. we hav. required
LEes to treal refund paymenli as adjustments to Ihe pertod
In wilich the ov.rearninp occurred. rather than to Ihe
period in wnlch che refund Ui paid. I

b TnlS approach IS implemented by includlnl 'a line
Ilem on the rate of return monllorln, repon. Form olQ1.

which dISplays the amount of refunds U50CIICed wuh prior
enforcement perloUs. ~ Tne refunds are then "added back"
In(o lhe toral mums l&5Cd to comfuce Ihe rate of return
for fhe current enforcement period. The nel rale of return
after add-nick IS then used to determine compliance wuh
[he prescribed race of return lJunne Ihe new enforcemenl
penod. and to compwc UlC amount of any refund obltp
f10n '

J Sccllon 65.tIOO of th. Commission's Ruin. ~7 C.FR. Se!:t1on
OS.Ol~.

, Sections 6'.7011-03 of lh. Commission', Rules, .~ CF R.
Secllon oS 7IJO.j)3.
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B. The Rate of Return Backstop in the LEC Price Cap
Plan

~ A pure price cap plan seeks to establish reasonable
rates bv capping prices rather than profitS. For example. In
our AT&T prtce cap plan maxImum prices are IlmHed bv a
formula that adjusts the prtce cap Indexes I PCls) annuajl~

based on InflatIOn and a productivIty target. not the car·
rIerS own cOStS. 1 The CommISSion was concernea. how
e~er. r.bal a pure pnce cap plan mllht produce unintended.
reSWis is apphed to tlte man, indlwtual LECS anc1 theIr
varytng operauona.l and economic clrcumStances.- For thLS
reason. die Commiwotl lncl.w1el1 a rate of return-based
backSrop mechanIsm rn ttte LEe price cap plan. The plan
retains productlvtty Incentives b! aHowlng L.E.C eanunlS to
vary withIn a wiele range around the lnnl&1. ll.:5 percent
rate of return. Outside that range. the sharing ana lower
formula aOJustment apply to adjust the pnce cap Index.'

8. We antiCIpated that the backstop would operate in
much the same way as rate of return enforcement for LECs
sllil subject to rate of return rel'llatlon. fUtes of return
would continue to be calculated and reponed In essentially
the same manner. ll Where we found that changes In the
application of the rate of return were appropriate. we
specifically adopted them. These chances Included the
wloer range of earninlS. the exclusion of the LEC price
cap earnlnlS thresholds from the rate of return
represcription process. and the deletion from earninlS re
pons of information not needed ulU1a' the price cap pian:

Q We ac10pteci the sharin, ana lo~r .Dei adjuament
mechanisms both as rules and prescrtptlons. similar to the
prescrIption applied to' race of return carners. LA We also
made clear that we expected the mechanisms to enforce the
earnIngs ltmllS we had adopted. In order to assure that
rates would remaIn Within a ranp of reasonableness. ana.
[hal particular LEes could not retain unusually high earn
Ings. that were not necessartly lied to increases in pro
dUCIlVllY· Sec.tlon 61..+5(d)(11 requires that pnce cap LECs
"shall make such lemporary exogenous cost Chanpli as
may be necessary to reuuce Pcls to give full effect to any
,harlng of base period earninlS required by the shanng
mechanism ... " See /lUO SeaIOft bl.04S(d\C l)(viil.

C. The Add·Back Issue for die Price Cap B8ekstop
lO Our inillal rniew of the record does not inuicate

:hat any com mente" In the LEC Price Cap ruiemaking or
n the subsequent reconsloeralion proceeding discussed the

details of rate of return calculallons. or requesteG that -e
eumlnate add·back from the rate of returIl. c:alculauons of
the LEC prtce cap plan. In discuSSlltf and auopllng
changes In rale of return monitOring anC reponing. we also
did not IndiCate that Ihe add-back provisIOns In Form -lQ~.

""hlch LS used to repon returns. were to be chanpd.

\ Report and OrG~r .lnd Secand Funller NOllce of Propowd
RUlem.1kln~. ~ FCC RCd 21413. ~1·J3 (paras. 1110-11.1) (lllHI.lI
~,4T&T Pncr Cap O,dt'l: Ermwn. ~ FCC Rc:d )J1Q (1~1.l1.

Policy .lnd RulC5 Conc:errunl R.1IC5 for Domlnanl C.lrTler~.

C.C Dockel -'0. ~7·313. Secaml Repon .lnd Orcser. S FCC Rcd
~ fHO. MIll ll'-IQCII (LEC P,., Cap 0,(/",

FQt. LEC) ",ho eleci ,) producII~iJY f.1Ctor of J.3 percenl
dunnc Ihe tarIff ye.1r. the 'U percent sh.1rJnl ObliplIon De¥tns
for ral,.,. Of .-eturn .1tlcnte 12~ percent:" .1nd 1m percenl sllulnl
Mllns at lb.':' percenl. For LECs ",no elect the more ,hallenI'
Inl .I.J pe~nl producllvlly faclor. 50 percent sharlne ocelns for
r:llC5 of return ,)I:IO\Oe lJ.2' percent. .1nd 100 percent sharlnl

2

we have alSO examinee tt'le etiecs ,:;i aUu,"ac.~ 3r,,:

"elleVe [hat I[ ContlnUes to be an aoorOor~a[e anLl r.uee ...
:rOlJat:'j~ necessary component or the oacKslOO =.rsl 3S"'~~
:,c-..I)sea In [he LEC P'lct Cwp Q,au tne prIce caD ;:J.an
~'enuea to create tn«,;enllves ior prOdUC:l\n ~ro"":~

,-'nanges In rate of retum eaen vear are used as a measure
. prouuellvlty growth relallve [0 the pnce cap tanter The

amounts of sharing or lower formUla adJustment- ',mple'
'""'ented In one year. however. relate to proauctlvllV perior
:'!'lance In a pnor ~ear Thus. unless add·back. occurs. tne
relatlonsttlp between rate of return and produCll\"lty growtn
becomes bIUQeD.

.:. Second. wtrhour add·back. antficlal sWIngs In earn
'~gs can occur As the example In :~ppendix .J, illustrates.
t"le use of unadjUSted rates ot return for backstop calcula'
tlons create a "see~w" effect on earnings. even If [he
carner, operallonal performance was the same each vear
ThLS can occur because the unadjusted rate of return effee·
tl~el~ double-countS the amount of [he backstop adjust
ment once In the base ~vear and then again In [he tanff
vear

~3 Third and most Important. add-back appears neces
sary to Ihe rate of return thresholds applied to determIne
price cap LECs' shartnl obliptions and lower adjustment
ngtH are those we intended. The price cap plan gIves the
LECs substanual fleXibility in their rates and earnIngs. to
encourap cruter efficiency .. However_ for the LEe... the
CommiSSion eslablished limitS on thlS fleXibility and a
ran~ of reasonJIbteness for LEC earnings. WithOUt acct
back. the double-counun, of backslop adjustments coulo
effecllvciy pumu ..rninlS oUlSlde tbe range of reasonable·
ness we deslenated. LE.Cs woulu share less of their earnIngs
is they approach or exceed the high end of the rance. and ,..
would receive smaller adjustments when th.e1l feU txlow the
low end of the rance. In both cases. the efftaive rare of
return over time could fall outside the rartp of returns we
Judged to be reasonable. fUtes of return would not be
limited 10 the 16.15 percenl maximum we established for
LECs electlnl a 3.3 percent productivity factor. nor would
earnings betow 10.15 percent be adJusled upward to lO.~5

percent ThiS effect is illustrated In the examples In Appen-
diX A. The examples also show that thiS discrepancy I.:ould
be quue sllnlficant. In the current annual access tariff
fil1ngs use of the unadjusted rate of return for computlng
thiS years hackstop lMljuaments would permil rates of reo
[urn that would be on averace 0.: percent hlCher ar the
upper end. and 0.5 percent lo~r at the low end than the
aUJusted rate of return. For individual LECs. Ihe effect IS
often greater still. as mucl\ as :.0 percent above and OQ
percent below the rate of return calculated .... uhoul the
adjustment II The wd-back adjustment ..:orrects these ue-
~ lations Ind sets the backslap rate of return Iimlls at the
le~ls we selected in the LEC P"Ct Cap 0,*'

bellnS,)1 17..1' perc:ent. Tile lower formula adjuStment remains
~l llJ.2j perClnt In bolh c:~. LEC Pnet Cap O,du, j FCC RcA
~t o7R'7·AA (p:lru. 7• Ill).
~ LEe P'lCt Cap O,tt". , FCC Red .11 bo'IJ2 (par,). J.~)

• I..EC Pnct CdP O,d". S FCC Red.l' 0I427.J.I fp,)r~. JJ2· .... )
If' ,_EC Pnct Cap 0,(/" ~I tlI43" (p3r:u. ·~OJ··n.l)

" For eumple. In Ihe ~nnu.11 Illl.l2 .lCCes5 tariff filin~.

Amrruecll C.1lcu!.1teG a s~rine Oblipuon of SIH.2 million and •
reduc:ed Its ratC5 on July l. IQQ:! to relurn tll~l imOunt to Y
';1tepayen, Thus. Ameritecll's revenues were :ll:lOut so I mdilon
lo",er In IQQ2 thaI Ihe~ ....ould h.1\Oe ocen Without \narln" aur-
'"I lie wc:ond h.11f 01 tile ye:ar. Amerlleeh reported ,t5 rJte of

•



Federal Communications (ommission FCC Q~-J:5

)

1.0 B~ reduclnJ the range of earnings permitted .lnder
the backstop. however. ac1d-ba,k does reduce tne efficlencv
Incentives. ~oreover. to [he e:octent that the snaring and
lower end adjustments llnder prtce caps are nOI refunds. [
might be argued that the rate of return methodology u,ed
(0 define sharing oblipllons and lower formula adJust
ments should be based upon the returns achieved under
the rates actually charged durtng the base ~ear

~5 Based upon our reVIew of thiS Issue. we tenta[(vety
concillde lhat lhe add-back adjustment Shiluld continue co
be part of the rate of return calculations of LECs subject to
pnce caps. preceding [heir calculations for pl.Uposes of the
backstop shartng and lower formula adjustments. We pro
pose specIfic rule language In AppendiX B to Implement
thiS tentative conclUSIon. WI also request comments on
(hIS [entallve conclUSIon ancJ other mechanisms to deal
wuh the ISSUes we have discwsed.

D. Crecm ror BeIOw-eap Ra&es
16. Use of add-o.c:k wouh1 present at lust one further

Issue: whether a LEC that has set its rates helow the prtce
cap uldues durinl the base year should receive credit for
the amount between III PCI IIU1 ill API. or KUla! praca.
In calculatinl Its sharin. amounts. In a sense. the LEC has
already pasMd throqh some rale reductions by pnclnl
"elow the cap. Allowln. creGie for beiow-ap rates would
encourap carriers to charp lower. below<&p races. Con
versely. if the LEC"s low earnlnp in one year are in pan
[he ral.&ll of its own decision to ~I rales below 1M cap. the
rationale for allowlnl an upward adjustment in the cap ehe
next year would seem to be less penuulve. Moreover. we
established the ahernative .... .3 percent productivity factor as
an option for LEes who are willing to make larpr up
front rate cuts In exchange for reduced sharinl reql.&ire
ments. We dId not SpeCIfy orher adjustments to Sh.,ing
oblipuons. ancJ declined 10 adopt a plan Ihat would have
automallcally red,uced shartn. based upon the ICtl.&ll rates
set by the LEC. I. We requae comment on whether LECs
should be given credit for below-ap rata In the price cap
hacKstop mechanism and how sl.&Ch a credit would be
calculated

(IJ. PROCEDt1tAL MATTERS
1':! R~gul4to'" FltZlblltt.v Act We canify thae Ihe Repta

(ory FleXibility ACI of 1980 lioes 'noe apply to thIS rule
making proceeding because if the proposed rule amend
ments are promulpteu. there will noe be a significant
economiC Impact on a sl.&btc&ntial nl.&mber of small bUSiness
enlll1es. 3) liefined by Sectlon bOle.3) of the Regulaeo~

FleXibility Act. Loc:al excn.np carrien Sl.&bJCCI to prIce cap
relulallon. who would be a«-etc by the prOpo!ed rule
amendments. generally are Iar.. corporaClons or affiliates
of such corporallons. The Secre1&ry shall send a copy of
thiS .... ouce of Proposed RUM Makin" Includinl the cer-

return for IQCl2 ~I 12.711 percenl withoul ~d-_Ir.. An ~d-back

~,uStmlnl of 59.1 million. alonl with Ihe fedenl income IU
effec I. would rll. ",m,rllleh's rite of return 10 t2.QCl perclnt.
Tim 11.2 percent difference In rate of return would ..nerlll an
~dllional 13 million In sharinl oOlipuon durinl lhl KCBI
year bellnnlnl on July I. IQCl3.

Convenely, Cantil of Ihe South....hich had a .10'" end
~iuslmenl in 1~2. of U million. reponed a r:ue of
relurn before acid-back of IUIJ percenl In IQCl2. With

J

.al,(' ~ [0 [he Chief Cuun~1 for -\J\Ol.:ac\ ,)1 ·.~e Srr.a
B~'Ir'es .-\dmlnIStrauon In accordance \L11:'\ parag:rao~

o 3, a of the Regula[orv FleXlblil[\, .-\Ct P'.lb L '0
...... ,~. ),. Stat. ~l6-J. 5 eSc. SeCllon'oOl et UQ i :05,)

3 L)mm~1U Dal~s. Pursuant to applIcable prol.:e(1l.lres
se: font- In Sections l.oi5 and I .o!Q of [he CUmmlsSlOn,
RUles wi C.F R. Sections l.~lS and t"19. IntereSted par
[Je5 ~a\ file comments on or before AU'lISl 2. 1993 and
reolY commenlS on or before September 1. 1993 To tile
formall~ In (hIS proceeding. ~ou mUSl file an Ort~nal ind
fO.lr ;;op,es of all comments. repl~ comments. and 'l.lppon
lng :omments. If you want ea~h CommISSioner (0 receive a
personal copy of ~our comments. you ,hould file an origi
nal "Ius nIne copies. You should send comments and replY
comments [0 Office of Ihe Secrera~. Federal Communll.:a
tlons CommiSSion, WashIngtOn. DC. :OSS~ Comments
ana reply comments WIll be avaliable for public Inspection
dunng regular business hours In the FCC Reference Cen
ter Room :.30. 1919 M Streee. N.W .. Washington. DC
:0554

.Q E.r Paru RuUs - .'iOft·RtSUlCl~a Procudmg. ThIS IS a
non-restncted noeice and comment rulemaking proceetiing.
E.r ptutt presentations are permaned. except !Juring [he
SunshIne Apnda period. proVided they are liJ5(;IO~d as
provltied in Commission Rules. S~t gtftt,all.v .oi C.F.R.
Sections 11102. 1.1103. and 1.11064al-

For further Information on thIS proceec1in. contact Dan
Grosh TaClff DiVISIon. (102) 6.3:!·o38i

I="EDEAAL COM.-..cUNICATIONS COMMISSION

William F. Caeon

Acuna Sec:reta~

acld-blIck. ilS ~iUSI. 1W2 ~te of relum Wtould be 1l.1~

percenl. U. of Ihe aajusted rill of. return In tile 10'* end
~iuSlmlnl would permil ~n addi,/Ion~1 it million ,n 10'*

end ~jusemenl for Conte! in Ihl fonhcomlnl ;u;cns -ear
Il LEe p"" C., 0,.,. .5 FCC Reel It bIlIl) lpar:u. i}"·}l.I. I
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o Consider the company whose earnlnqs are as shown below,
which make. its retunds through a retund check each
Oecember 31

Revenues
Expenses
Rate Ba.e
ROR
Refund
ROR with

Retund

Year 1

2,425
1,000

10,000
14.25

100

13.25

2,425
1,000

10,000
14.25

100

13.25

'lear 3

2,425
1,000

10,000
14.25

100

13.25

Year 4

2.,425
1,000

10,000
14.25

100

13.25

o Contra.t this with the etfect on this .ame company with
a sharing plan to implement the refund., but without an
add-back

Revenue.
Expen...
R.t. a•••
ROR
SharinC;
to be re
turned in
next year

Year 1

2.,.42.5.
1,000

10,000
14.25

100

Year 2

2,3.2.S
1,000'

10, OOa
13.2!-

50

Year 3

2. ,175
1,000

10,000'
13.75

75

Year'"

%,X50
1,000

10,000
13.50

62.50

Thi. company .hare. le.. .nd reports a diff.rent
r.t. ot r.turn each y.ar, even though its und.rly
ing co.ts did not change

o Contrast this re.ult with the affect ot inclw11ng the
aad-back

Revenue.
!Xpenae.
Rat. sa••
ROR
Add-back
ROR with

Add-back
Sharing

Y.ar 1

2,425
1,000

10,000
14.25

o

14.25
100

Y.ar 2

2,325
1,000

10,000
13.25

100

14.25
100

Year 3

2,325
1,000

10,000
13.25

100

14.2.5
100

Year 4

2,325
1,000

10,000
13.25

100

14.25
100

o Thu. the co.pany which include. the add-back in it. rate
ot return computation has th. .... rat. ot r.turn and
return. the •••• ..ount ot .on.y to ratepay.r. a. the
company Which .ak•• its retund by a ch.ck •

..
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o Consi~er the company whose earninqs are as shown below,
which receives i~s low-end adjustmen~ throuqh a check
each OecemJ:)er 31

Year 1 Year 2 Year 3 Year 4

1,92S
1,000

10,000
9.25

100

Revenues
Expenses
Ra~e Base
ROR
LowEnd Adj
ROR with

Adj 10.25

1,925
1,000

10,000
9.25

100

10.2S

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000
9.25

100

10.25

o contrast this with the effect on this ..... compAny with
an eX0genous adju.tment to impl..ent the low end adju.t
manta, but without an add-back

Year 1 'lear 2 'lear 3 Year·"

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

Revenue.
Expense.
Rate Ba.e
ROa
Low End Ac1 j
to be re
qained in
next year

Thi. ca.pany receive. le.. low end adju.tment
and report. a different rate ot return each year,
even thauqh ita underlyinq ca.~ '414 not ehanqe

o Contra.t thi.a re.ul t vith the effect ot includinq the
add-back

Year 1 'lear 3 Year ..

1,925
1,000

10,000
9.25

o

Revenue.
Expense.
Rate Ia_
ROR
Add-back
ROR vith

Add-back
LevEnd Adj

9.25
100

2,025
1,000

10,000
10.25
-100

9.25
100

2,025
1,000

10,000
10.25

-100

!J.25
100

2,025
1,000

10,000
10.25

-1.00

9.25
100

o Thu. the coapany which include. the add-back in.ita rate
ot return coaputation ha. the .... rate of return and
r.c.iv.. the .... aaount of .aney a. the c08PAny which
receive. it. lov end adju.taent in a check.

~'. .:.. .....
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Proposed Rule Section

Part al of Tide ~ '7 of the Code of Federal Regulations IS

proposed to be amended as follows: ~ The autnonty
\;ll~UOn for Part 01 continues to read as follows:

AL'THOR1TY: Sec. 4. 41 SIaL 106e. as amended: 47
l:S.C. 154. InterpnL'" applY$«. %03. 41 Stat. 1070: 47
t:S.C.203.

:. Section 61.31e) is revised by adding the follo\lilng
bracketed tanguage: SeCtion 61J o.nnitions

leI Base Period. The l1 month period ending SlX

months prior to the effective date of ann~l price cap
tari~ [Base yur or base period urnlnlS shall not In·
chAde amounts associated wuh exogenous adjustments to
the pC! for the sharing or lower formula adjustment
mechanisms. I

6


